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The Uptick Rule: 

The SEC Removes a Limit on Short Selling 

Summary 

Historically, in much of the popular lore surrounding short selling (borrowing 
stock with the objective of making a profit if its price falls), the activity has been 
unfavorably described as a destructive force for both stock markets and the firms 
whose shares are sold short. In the 1930s, due to concerns that a concerted kind of 
manipulative short selling known as a bear raid had contributed to the stock market 
collapse, federal securities regulations were adopted that restricted short selling. 
Known as the uptick rule, the restriction essentially forbade short sales on stocks 
unless a stock’s previous price movement had been upward. 

However, modern economics orthodoxy generally views short selling to be a 
beneficial economic force. Among the benefits commonly ascribed to it are its ability 
to (1) counter an unwarranted, speculative upward price pressure in stocks, and even 
uncovering and exposing fraudulent issuer activities; (2) enable an entity to hedge the 
risk of a stock position owned, thus protecting against price declines; (3) provide 
liquidity in response to buyer demand; and (4) provide latent buying interest. 

This perspective on the virtues of short selling was bolstered by the results from 
a Securities and Exchange Commission (SEC) sponsored pilot program in which the 
lifting of the uptick rule for a sample of stocks did not appear to have adverse 
economic outcomes. As a result, in June 2007, the agency voted to rescind the uptick 
rule. 



Since then, domestic stock markets have experienced greater volatility and there 
is a contentious debate over the extent to which the turbulence derives from the freer 
hand that short sellers can now exercise in a post-uptick world, or from heightened 
financial and economic uncertainty engendered by the subprime mortgage meltdown. 
Representative Michael Castle, for example, has written the SEC, inquiring about the 
relationship between the greater volatility and the cessation of the rule. 

This report examines the uptick rule’s background and various public policy 
considerations and controversies surrounding both its genesis and its removal several 
decades later. It will be updated as events dictate. 
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The Uptick Rule: The SEC Removes a Limit 

on Short Selling 



Introduction 

On June 13, 2007, the Securities and Exchange Commission (SEC) voted to 
eliminate Rule 10a- 1 under the 1934 Securities Exchange Act, the uptick rule, which 
for 70 years had placed restrictions on short selling on exchange-listed stocks. In the 
aftermath of the agency’s decision to rescind the rule, controversy has surfaced over 
whether the action is perhaps related to an observed spike in stock market volatility. 

This fallout from rescinding the rule has also generated some congressional 
concern: on March 28, 2008, Representative Michael Castle wrote SEC Chairman 
Christopher Cox, asking about the nexus between market volatility and the lifting of 
the rule. In the letter, Representative Castle observed that “... today’s market is vastly 
different than the market of 70 years ago and given that current market conditions are 
more volatile than those prevailing during the pilot program, it is important that we 
monitor closely any impact of unrestricted short selling....” 1 

This report looks at the background, public policy considerations, and 
controversies surrounding the genesis and the eventual repeal of the uptick rule. 



Short Selling 

Short selling involves selling a stock that the seller has borrowed. If the stock 
price goes down, the seller buys it again from the market and settles the transaction. 
Generally, in the short selling process, to sell a stock short, an entity like a broker- 
dealer will lend stock to the prospective short seller, stock taken from the entity’s 
inventory. At some point, the short seller closes the short position by buying back 
the same number of shares (called covering) and returns them to the broker. If the 
price drops, the trader can buy back the stock at the lower price and make a profit on 
the difference. But if the price of the stock rises, the trader must buy the stock back 
at the higher price, thus losing money. A frequent source of this borrowed stock is 
broker held margin stock. 

Short sellers are generally considered to be speculators seeking a profit or 
brokerage house employees such as market makers managing their positions. One 
measure of short selling is known as the short interest, the total number of shares of 



1 “Letter from Representative Michael Castle to the Honorable Christopher Cox,” March 28, 
2008. 
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a particular stock that have been sold short by investors but have not yet been 
covered or closed out. When expressed as a percentage, it represents the number of 
shorted shares divided by the number of shares outstanding. For example, at the close 
of business on the settlement day of May 15, 2008, the NYSE Group announced that 
short interest equaled 4.2% of the total shares outstanding. 2 

In popular lore, short selling is often depicted as a questionable form of stock 
market manipulation. Indeed, the history of the U.S. markets is dotted with various 
instances in which certain kinds of manipulative short selling appear to have had a 
problematic market impact. Throughout history, there have been instances of a 
particularly egregious form of stock manipulation known as a “bear raid.” In a bear 
raid a particular stock is sold short in an effort to drive down the price of the security 
by creating an imbalance of sell-side interest. The operatives then place themselves 
in a position to acquire the stocks at artificially deflated prices . In addition, unfettered 
short selling can exacerbate a declining market in a security by increasing seller- 
based pressure, thus reducing interest in bidding to acquire the stock, and thereby 
causing a further reduction in the price of a stock by creating an appearance that the 
security price is falling for fundamental reasons. 

Short selling can, however, also confer a number of economic benefits on 
markets, including providing them with the following: 

• Greater Market Liquidity. Short selling by market professionals 
can offset temporary imbalances in the demand and supply for stock 
shares. Additionally, short sales can also add to the trading supply 
of stock that is available to prospective buyers and reduce the risk 
that the share prices paid by them are artificially high because of a 
temporary contraction in a given stock’s supply. 

• Greater Market Efficiency. Efficient markets require that prices 
fully reflect all buy and sell interests in traded securities. Investors 
who think that a given stock is overvalued may conduct short sales 
in an attempt to profit from a perceived divergence of stock prices 
from their actual values. Such short sellers add to stock pricing 
efficiency because their transactions inform the market of their 
evaluation of future stock price performance, an evaluation that is 
reflected in the resulting market price. Arbitrageurs also contribute 
to pricing efficiency by utilizing short sales to profit from price 
disparities between a stock and a derivative security like a 
convertible security or an option on that stock. An arbitrageur may 
purchase a convertible security and sell the underlying stock short to 
profit from a current price differential between two economically 
similar positions. 



2 “NYSE Group Inc. Issues Short Interest Report,” NYSE Group Inc. News Release, May 2 1 , 
2008 . 
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The Tick Test 

Rule 10a- 1 under the 1934 Securities Exchange Act placed restrictions on short 
sales. The rule, which was adopted in 1938, provided that, subject to certain 
exceptions, an exchange-listed security (New York Stock Exchange and American 
Stock Exchange) can be sold short: (1) at a price higher than the preceding 
transaction in the same security (called the plus tick rule), or (2) if the price is the 
same as the previous transaction price but at a higher price than the last trade of a 
different price (the zero plus tick rule). 3 Short sales, however, were not permitted (1) 
on the sale of a stock at a price that is less than the previous sale price (minus tick); 4 
and (2) at the same price as the previous price but at a lower price than the last 
different price (zero downtick). 5 Collectively, these proscriptions are known as the 
tick test or the uptick rule. 6 

By eliminating both the prohibitions on minus ticks and zero downticks, the 
SEC’s elimination of the tick test effectively lifted the proscriptions on selling stock 
short when its price has recently been falling. 

In adopting Rule 10a- 1, the SEC’s declared goal was to prevent short sellers 
from manipulating stock prices, causing successively lower share prices. The 
proscriptions were also seen as a way of stopping the practice of bear raids. 7 Many 
observers at the time believed that bear raids were major contributors to the stock 
market declines of 1929 and in the late 1930s. In subsequent years, however, some 
of those assumptions have been challenged. 8 



3 For example, a stock trade is consecutively executed at $21, $22 and $22. The last 
transaction at $22 was at a zero plus tick. It was executed at the same price as the prior 
trade, but at a higher price than the last different price of $2 1 . Under the tick test short sales 
could only be executed on plus tick or a zero plus tick. 

4 For example, if a stock traded at $12 a share, the next trade would be a downtick if it is 
at $11 7/8. 

5 For example, a stock trade is consecutively executed at $22, $21 and $21. The last 
transaction at $21 was at a zero minus tick. It was executed at the same price as the prior 
trade, but at a lower price than the last different price of $22. 

6 Among others, the SEC has granted exemptions from Rule 10a-l: (1) for transactions in 
exchanged traded funds, (2) to permit registered market makers and exchange specialists 
publishing two-sided quotes in a security to sell short to facilitate customer market and 
marketable limit orders at the consolidated best offer, regardless of the last trade price; (3) 
for certain transactions executed on a volume -weighted average price basis; and (4) to 
electronic trading systems that match and execute trades at independently derived prices 
during random times within specific time intervals. 

7 Bear raids involved well-financed stock operators who conducted repeated waves of short 
selling targeted toward particular stocks, actions that often resulted in downward price 
spirals, which then enabled them to purchase the stocks at artificially deflated prices. 

8 For example, a 195 1 academic study done at the behest of the New York Stock Exchange 
found that as a whole, there was no conclusive statistical evidence that short selling 
materially affected the extent of a major decline or a major advance in the market as a 

(continued...) 




